Journal of Accountancy
Volume 29

Issue 6

Article 4

6-1920

Depreciation Policy and True Cost
J. Hugh Jackson

Follow this and additional works at: https://egrove.olemiss.edu/jofa
Part of the Accounting Commons

Recommended Citation
Jackson, J. Hugh (1920) "Depreciation Policy and True Cost," Journal of Accountancy: Vol. 29: Iss. 6,
Article 4.
Available at: https://egrove.olemiss.edu/jofa/vol29/iss6/4

This Article is brought to you for free and open access by the Archival Digital Accounting Collection at eGrove. It
has been accepted for inclusion in Journal of Accountancy by an authorized editor of eGrove. For more information,
please contact egrove@olemiss.edu.

Depreciation Policy and True Cost
By J. Hugh Jackson

During this period of rising prices it has come to be a common
question whether depreciation should be charged on the basis of
the cost of wasting assets or on the basis of what it will cost to
replace these assets when worn out. The policy adopted by the
individual manufacturer must be reflected directly in the cost of
the commodities produced, for that policy will determine whether
a larger or a smaller amount for depreciation is to be charged
annually as an operating cost.
To make the point more concrete, suppose a saw-mill which
originally cost $1,500,000 will require $4,000,000 to replace it—
shall the annual depreciation charge to operations be made on
the basis of the original cost or of the replacement cost of the
plant ? Or, to express it differently, is the purpose of the depreci
ation charge to maintain the capital investment or to replace the
physical plant ?
The answer to these questions is the answer to “What is true
cost?” The cost of doing work or of producing commodities in
cludes the loss due to the physical and functional depreciation of
fixed assets, and this wearing out and this obsolescence are in
curred during the life of the equipment. Hence, this expense is
chargeable against the product turned out during the life of the
assets, and not against any product turned out after their lifetime.
The original cost of the equipment, less any salvage value, is the
depreciation expense chargeable to the total output of a plant
during its economic life. The fact that the plant cannot be re
placed at the same cost, but only at much more, has nothing to do
with the cost of its product but only with the cost of future
product turned out by the subsequent plant. True cost, therefore,
can be obtained only by including as total depreciation the loss
based on the original cost of the equipment.
On the other hand, the fact that true cost can only be ob
tained by using a depreciation charge based on the original cost
of the plant does not mean that prices must be fixed on the cost
figures so found. This would mean that the customer gets the
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use of low-cost plant in the days of high-cost plant. It is not a
question of accounting, but of business policy, whether the manu
facturer or the customer is to get this advantage. Most equip
ment now in use has been purchased when prices were lower than
at the present time. True costs are considerably lower than they
would be if the depreciation charge to operations were made on
the basis of replacing the present physical plant, so, unless a
somewhat greater percentage is added to the cost to obtain
selling price, the customer will have the benefit of the fact that
most equipment was purchased when prices were lower than now.
Actual cost, however, is a fact, whatever policy is adopted; cost
cannot change so far as the depreciation expense is concerned.
If the manufacturer is to charge the customer such prices as
will furnish sufficient funds to replace the plant at considerably
higher prices than what it originally cost, it is really asking the
customer to furnish the additional capital required by a higher
level of prices. In the case of a public utility, the guaranteed
return would have to be high enough to cover all operating ex
penses, including depreciation. In addition a fair return would
have to be given the investor, and the necessary funds provided
to cover the increase in the cost of a new plant over the equipment
now in use. It is obvious that either this higher rate return must
be granted or the utility must be assured that it will be allowed to
obtain needed capital when the present plant has to be scrapped
and new plant, at considerably higher prices, has to be installed.
In such a case, however, borrowed capital must be considered the
same as invested capital and the interest on bonds as a division of
the profits under the guaranteed return, rather than an operating
expense. As it may be years, even a generation, before any large
proportion of the plant has to be replaced at the higher price
level, it would seem fairer to permit the utility to earn only on
the basis of replacing the plant at present prices. In other words,
the present customers of the utility should pay for their service
received the actual cost of that service, plus a fair return on the
capital actually invested. When the plant is replaced at the
higher price level the users of the service at that time should pay
for the actual cost of that service, plus a fair return (either as
interest on bonds or as dividends on stocks) on the capital then
invested. Besides being unfair to collect from present customers
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the additional capital to serve the customers of a future generation,
the capital which is thus being collected may stand unused for a
considerable number of years. This should not be, especially if
the municipality will allow the obtaining of additional capital when
such is necessary.
In case of an industrial organization, the principle is the same.
As the obtaining of additional capital, however, is on a somewhat
different basis from that of a public utility with its assured return,
it would seem only just that the customer pay enough to com
pensate the manufacturer for the use of his equipment at what
ever the market price may be and without considering at all what
the manufacturer may have paid for that equipment. In other
words, the manufacturer would provide for the replacement of
his plant at the higher price level, regardless of what the real
cost of the equipment was—the portion of the additional capital
to be contributed by the customers depending upon the remain
ing life period of the equipment in use. Thus, if the increase in
the replacement cost of the equipment takes place early in the
lift of the assets, the customer will pay most of the additional
replacement cost, for he has had the benefit from wearing out
the more valuable plant; but if the increase comes late in the life
of the equipment, the manufacturer must provide most of the
increased capital, for the customers have not utilized so much of
the increased value. It is assumed here, of course, that the pro
prietor has the right to benefit from the ownership of a utility
at a time when it becomes more valuable, it being one of the
chances of proprietorship to gain when things go up and to lose
when they go down.
Whatever policy, then, may be adopted, the depreciation ex
pense over the life of present equipment must be the same. Using
the illustration above given of the saw-mill costing $1,500,000,
which will require $4,000,000 to replace the plant, the annual
charge to operations for depreciation must be based on the $1,500,000 figure. Whether the customer or the producer shall have the
advantage of the low-priced equipment may greatly affect the
selling price of the commodity produced, but it cannot change the
cost. In case the customer reaps the advantage of the low-cost
equipment the selling-price of the article will be made up of (a)
a certain sum representing cost and (b) a sum representing
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normal profit. In the other case the selling-price must equal (a)
a certain sum representing cost, (b) a certain sum representing
provision for replacement (and being an actual surplus) and (c)
a balance as normal profit. By the time the saw-mill equipment
(for illustration) is entirely worn out and ready to be scrapped,
the reserve (or allowance) for depreciation account should stand
credited for the original cost, less salvage, of the plant; while
a reserve for replacements (or similar account representing actual
surplus) would stand credited on the books for such proportion
of the additional $2,500,000 necessary to replace the saw-mill at
the increased price level as the manufacturer was able to collect
from customers.
This reserve for replacements would have been subject, year
by year during its realization, to the federal taxes. Whether the
account should stand credited for the gross amount representing
provision for replacement or the proportionate part of the taxes
should be charged against the account, thus reducing it con
siderably, is largely or entirely a matter of policy and not of ac
counting. Obviously, the desire at present on the part of many
manufacturers to include a depreciation charge in their costs
sufficient to replace the present equipment at much higher prices
is to escape the tax on all sums collected as a provision for the
replacement of the property. Not only, as stated above, would
this misstate the true costs—it would not be tolerated for an
instant, we are sure, by the internal revenue bureau—neither
should it be.
When the new plant is purchased at the higher price level, the
old plant account would be closed out to the reserve (or allow
ance) for depreciation account (theoretically balancing both ac
counts, having adjusted for salvage), the new plant account
would be charged and cash (for illustration) credited and the
reserve for replacements could then be turned back into surplus
and be used for stock dividends or in any other way desired by
the board of directors. These final entries show conclusively how
the additional necessary capital, to the extent of the reserve for
replacement, has been contributed by the customers of the busi
ness—an additional payment made by them for the privilege of.
using low-cost plant in the days of high-cost equipment.
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